Introduction
In the aftermath of the 2008 financial crisis, we take a fresh look at emerging markets to explore these questions: Have emerging markets matched growth forecasts? Which segments have performed well? How have emerging markets behaved relative to developed markets?
Emerging Markets Over the Long Run

Capitalizing on Macroeconomic Growth
Over the twenty years that the MSCI Emerging Markets (EM) Index has been in existence, its weight has grown from less than 1% to nearly 12% of the MSCI All Country World Index (ACWI). This increase reflects the growing importance of emerging markets for global institutional investors (Exhibit 1).
Exhibit 1: Emerging Markets Are an Important Component of the Global Equities Opportunity Set
Over the long run, investors have benefited from capitalizing on emerging market growth. Economic growth is tied to the expansion of capital markets for developing countries (see Briand and Subramanian (2008) ).
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Exhibit 2 highlights the relatively large economic footprint of emerging markets (reflected by the economies' GDP and full market capitalization) compared to their current weight in MSCI ACWI. The difference across these numbers suggests that the opportunity set for emerging markets may Over time, a country's market size typically increases with economic development, and as capital structures are put into place, the ratio of market capitalization to GDP grows. Briand and Subramanian (2008) show that advanced financial markets tend to have market capitalization to GDP ratios that are closer to 100% while in emerging markets like China, India, and Russia, stock markets capture only a very small portion of the economy. In fact, emerging markets constitute 27% of the world's GDP (ACWI countries), more than double their free-float adjusted weight in MSCI ACWI (see Exhibit 2). 1 In the last two decades, several major geopolitical events have triggered the process of adoption of free market reforms resulting in the opening of many markets. For example, the demise of the Soviet Union, the collapse of apartheid in South Africa, and the adoption of more liberal economic policies in China and India have contributed to the development of freer markets. The newer investment opportunities are potentially significant. Saudi Arabia and the China domestic market (A shares) Stocks in emerging markets often have had attractive valuations relative to their developed market counterparts. The forward price-to-earnings ratio for the MSCI EM Index has averaged 11.8 since June 1994, compared to 17.8 for the MSCI World Index. In recent years, however, the traditional valuation discount associated with emerging markets risk has evaporated for P/E or P/BV, although PEG ratios still denote a persistent risk premium.
Emerging markets constitute a non-negligible part of the opportunity set for global investors. They allow investors to take advantage of the relatively greater set of economic growth opportunities in the developing world, as well as attractive valuations. In fact, because forecasts of economic growth don't take into account increases in free float through the effect of market liberalization on ownership structure, they may underestimate the actual growth potential.
Country Allocation Still Dominates Emerging Market Returns
Prior research at MSCI Barra has delved into the sources of return and risk for emerging markets (see for instance, Nielsen and Puchkov (2007) ). This research shows that emerging markets are largely dominated by country effects, as opposed to industry or style effects.
The importance of the country factor is supported by Briand and Subramanian's (2008) categorization of the three stages of development: 
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• Stage 1 (Emergence): Countries typically have low levels of GDP per capita. Their economies are heavily influenced by government or are dominated by family-controlled conglomerates that benefit from political connections. The stock market is narrow, composed typically of banks, conglomerates, and local utilities, mostly telecommunications.
• Stage 2 (Expansion): The economy has specialized along its natural competencies; companies are starting to address markets outside their country of domicile. The export drivers can be natural resources or manufacturing. To finance their expansion, companies need capital and want to diversify their investor base, so they seek international investors. The stock market starts to broaden and newly-listed companies reshape the profile of the market. At this stage, countries have also improved their legal and regulatory framework, and incorporated laws that seek to protect the common interests of international investors, facilitating access to foreign capital.
• Stage 3 (Maturity): The country enjoys high GDP per capita and is integrated into the global economy. Global stocks constitute a higher percentage of the stock market.
As economies emerge (in Stages 1 and 2), they only gradually become integrated into the global economy and are likely to be dominated by country-specific influences. The rare exceptions are those nascent economies that emerge with a heavy dependence on global industries such as energy, oil, precious metals, and other globalized commodities. The importance of country membership for stock return behavior means that economic decoupling typically implies greater financial decoupling.
Exhibit 6 shows forecast changes in GDP reported by the IMF. The BRIC countries-Brazil, Russia, India, and China-are shown, all of which (with the exception of Russia) have stronger growth forecasts over the next two years, relative to major developed countries. For developed markets, October 2008 was also a significant outlier. In fact, that month was the largest negative outlier for the MSCI World Index. This begs the question: how much more nonnormal are emerging markets in reality?
Exhibit 9 compares the return characteristics across developed and emerging markets. The excess kurtosis for both the MSCI World and EM Indexes is similar and both indices experienced the same number of 3-standard deviation-plus declines. The evidence is not clear, at least using monthly returns, that emerging markets are significantly more susceptible to non-normal declines. It could be that bigger losses may be attributable solely to higher volatility. Exhibit 10 captures the incidence of joint or simultaneous declines and focuses on short-term movements in the two indices.
We can also look at maximum drawdowns, which better capture the size, length, and depth of past crises. Maximum drawdown is defined as the largest drop from peak to trough over a certain period. We calculate the maximum drawdown for the MSCI World and EM Indices separately in Exhibit 11 for major recent crises.
The 1997-1998 period encompassing the Asian financial crisis and Russian ruble crisis saw a long retrenchment and recovery period for the MSCI EM Index, while its impact on the MSCI World Index was short-lived. During the 2000-2002 period encompassing the tech bubble collapse and subsequent recession, both developed and emerging markets experienced a lengthy period of decline followed by a slow recovery. 
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Exhibit 13 shows sector returns net of the MSCI EM Index.
Exhibit 13: Sector Moves in 2008 and 2009
The divergence in sector performance (excess of the core benchmarks) for the most recent crisis is smaller than it was during previous crises. For certain sectors as shown in Exhibit 14, the recent crisis has seen larger spreads between developed and emerging markets. Health care in particular has exhibited the greatest divergence, remaining relatively resilient in emerging markets. Financials in emerging markets fell by less than in developed markets in contrast to previous crises. Finally, we look at the performance of stocks with different style characteristics in the past year. We use seven styles in the Barra Global Equity Model (GEM2): value, growth, size, liquidity, momentum, leverage, and volatility. We rank all the stocks in the MSCI EM Index by their GEM2 style exposures and take cap-weighted returns for the bottom and top deciles. (Note that in GEM2, momentum and volatility exposures are standardized globally while the other six style factors are standardized on a country-by-country basis. ) Please refer to the disclaimer at the end of this document.
RV0809
Exhibit 15 summarizes how the top-and bottom-decile portfolios performed. Again, we show the cumulative returns net of the MSCI EM Index. Emerging market liquidity and momentum portfolios at both extremes (the top and bottom deciles) were hit in 2008 relative to the MSCI EM Index. Levered and volatile stocks, also at both extremes, as well as growth stocks and large caps, all performed relatively well. Since the start of the year, liquid, value, and small-cap names have experienced the largest gains while momentum stocks have yet to recover. Like the sector differences, the differences in style performance between developed and emerging markets have also been narrower in the recent crisis. In the past, differences have tended to be significant between developed and emerging markets on average. In only a handful of segments shown in Exhibit 17 is performance similar across emerging and developed markets. While it is difficult to definitively characterize which segments in any crisis (a function in part on 
Conclusion
The 2008 crisis has offered another look at how emerging market stocks have behaved relative to developed markets. While in the aggregate, emerging market stocks were not immune to the crisis, there were some clear differences between emerging and developed markets in the performance of particular sectors and styles. We highlight several important insights:
• Emerging markets remain a critical part of the global opportunity set. In particular, the economic footprint of emerging market equities based on full market capitalization remains larger than current free-float-based allocations. If the opening of capital markets further increases the free float through changes in ownership structure, future growth would exceed economic growth forecasts.
• Differences in the performance of particular sectors and style segments hint at a certain amount of decoupling that has occurred between emerging and developed markets.
• From a risk perspective, the recent crisis has reminded investors that both developed and emerging markets experience tail events. The magnitude and exact nature of the impact on each segment has historically depended on the particular crisis in question but there have been stark differences between developed and emerging markets. Please refer to the disclaimer at the end of this document. 
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